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Peer Reviews of Quality Control in Auditing

Tommie G. Cummings is a staff accountant in
the Birmingham office of Ernst & Ernst. She
earned a B.S. in accounting from the
University of Alabama in Birmingham and
received the Accounting Achievement Award
for this institution from the Alabama Society of
CPAs for 1974-75.

Tommie G. Cummings
Birmingham, Alabama

The author reviews the development of
peer review in auditing and discusses its
most important advantages and disad
vantages.

For years manufacturing organizations
have recognized the importance of quality
control over their output. Surely control
over the quality of the product of the ac
counting profession is equally important.
Yet, recent SEC censures, liability suits,
and the "feeling” that financial statements
are inadequate have caused many to
doubt the creditability of the profession
and its control procedures. The entire pro
fession has “. . . come under heavy criti
cism in recent years as a result of the col
lapse of the Penn Central Railroad, Equity
Funding, and other business disasters, of
which the public had little or no warn
ing.”1
The purpose of this article is to sum
marize the current status of quality control
within the accounting profession. Atten
tion is given to peer review requirements
of the SEC, and opinions of a limited sam
ple of practitioners concerning desirability
of reviews.
Elements of Quality Control
The Auditing Standards Executive Com
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mittee of the AICPA took a giant step for
ward in the promotion of quality control
by issuing Statement on Auditing Standards
No. 4, "Quality Considerations for a Firm
of Independent Auditors." The Statement
is not meant to be all-inclusive, but the fol
lowing nine elements of quality control are
suggested for consideration, depending
on the size, organizational structure, and
so forth of the firm:

1. Independence — hold no financial
interest in clients, i.e., be independent in
fact and appearance.
2. Assigning Personnel to Engagements —
assign only those staff persons technically
competent to perform the engagement.
3. Consultation — seek assistance where
needed from knowledgeable authorities.
4. Supervision — review and supervise
all organizational levels to assure that per
formance
meets
predetermined
standards.
5. Hiring — require a minimum level of
competence by all staff accountants em
ployed.

6. Professional Development — require
periodic technical training as part of each
employee's development.
7. Advancement — base promotions on
technical competence rather than length
of service.
8. Acceptance and Continuance of Clients
— review and evaluate a firm's reputation
before acceptance as a client and re
evaluate at regular intervals.
9. Inspection — develop "checklist” to
assure maintenance and compliance with
standards.

Peer Reviews of Quality
A peer review is an examination of
another's performance by someone in the
same field with comparable education,
training, and experience. The purpose of
such a review is to
. . enhance the tech
nical proficiency of the profession and in
crease public confidence in the standards
of the profession."2 Peer reviews have
been used in the accounting profession to
study quality control procedures believed

to exist, to check for compliance with such
procedures, and to comment on the
adequacy of procedures.
Peer reviews are not new to the profes
sion. They have gained recent attention
because of SEC requirements for quality
control reviews of selected firms and be
cause of the new AICPA Voluntary Pro
gram for Reviews of Quality Control Pro
cedures of Multi-Office Firms.

AICPA Program
The AICPA Voluntary Program for Re
views of Quality Control Procedures of
Multi-Office Firms was adopted by the
Board of Directors of the AICPA on April
26, 1974. “This program is designed to
help improve the quality control proce
dures of multi-office firms by reviews of
those procedures by other members of the
profession familiar with the operation of
multi-office firms."3 Highlights of this
program follow:
1. The Program is voluntary and avail
able only to U.S. offices.
2. Multi-office firms are asked to nomi
nate audit partners with SEC experience
to serve on a review panel.
3. A firm requesting a review must
submit a written description of its quality
control procedures to a Supervisory
Committee.
4. The
Supervisory
Committee
schedules the review, selects a Review
Team Captain, and approves a Review
Team Executive Committee.
5. The Captain of the Review Team
submits a proposal to the reviewed firm
stating the scope of the review, the time of
review, and the estimated cost.
6. Reviews are conducted in the
months of April through October of each
year.
7. Fees, not including expenses, in
clude $300 per day for each Review Team
Member, and $400 per day for each Execu
tive Committee Member.
8. The Review Team reviews the qual
ity control procedures at the reviewed
firm's national office and at selected prac
tice offices; it also reviews certain audit
engagements.
9. The Review Team's report includes
an opinion on compliance and adequacy
of the reviewed firm's quality control pro
cedures using Statement on Auditing
Standards No. 4 as a guideline. It states
problems encountered and suggestions
for correction. The report goes only to the
reviewed firm.
10. After the review, the Review Team
gives the Executive Committee its sugges
tions for improving the AICPA Program.
The above policies do not cover the entire
program but give a broad overview as to

how the program is implemented. This
Voluntary Program for Multi-Office Firms
is in the trial stage; therefore, the results
cannot be evaluated at this time.

Other Review Programs and Require
ments
In 1974 Arthur Andersen & Co. estab
lished a Public Review Board consisting of
five part-time members from diversified
fields. "The general purpose of this Board
is to review the professional operations of
our firm, including the manner in which
our firm is managed and financed, the
scope of our practice and how the quality
of work is controlled.”4 AA & Co. has
opened its files to the Board and has given
permission for development of whatever
review program the Board feels is needed.
"This Board should bring an outside,
independent viewpoint to the profes
sional practice of the firm in its service to
clients, investors and others who have an
interest in the public responsibilities of the
firm as independent accountants and au
ditors."5
The Securities and Exchange Commis
sion has required "voluntary" quality con
trol reviews in disciplinary actions taken
against specific accounting firms. All of
the cases"... underline a growing aggres
siveness at the SEC toward large public
accounting firms that fail to detect fraud in

the records of the companies they audit."6
The SEC feels that the responsibility of the
auditor goes beyond its client, and ex
tends to investors and creditors who may
rely on financial statements. The New York
Times stated that the "... primary criticism
directed at accountants is that they have
been at pains to protect the interests of
their corporate clients but not those of the
outside public."7
Peat, Marwick, Mitchell & Co. (PMM)
was the first "Big Eight" firm to volunteer
for the AICPA quality control review con
ducted by peers. As specified in the
AICPA Program, the results of the quality
control reviews are to be kept confidential
within the reviewed firm, with the
partners of PMM to be furnished the only
copy of the quality review report. Since
PMM wanted the results of their quality
control review to be made public, they
took a step forward and hired Arthur
Young & Co. to perform the review.
Arthur Young & Co. recently completed
their quality control review of PMM. The
results, made public as requested by
PMM, were favorable. The review, taking
12,000 hours and costing $500,000, con
cluded that Peat, Marwick, Mitchell & Co.
generally exercised good quality control as
set forth in Statement on Auditing Standards
No. 4.
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A Philadelphia firm, Laventhol, Krek
stein, Horwath & Horwath received a
complaint by the SEC that it. . . "was not
independent and was not qualified . . ."8
to certify the financial statements of one of
its clients. LKH&H did not admit or deny
the complaint, but agreed to a peer re
view. In Accounting Series Release No. 144
the SEC specified that the investigation
was to be conducted by:

a. A team of qualified professional ac
countants composed of persons selected
for such purpose by the American Insti
tute of Certified Public Accountants
(AICPA); or
b. A team of qualified professional ac
countants composed of persons selected
for such purpose by the Chief Accountant
of the Commission ... or
c. Members of the staff of the Commis
sion.
The SEC also filed a complaint against
Touche Ross & Co. in 1974 because of the
way it dealt with its client, U. S. Financial,
Inc. The SEC said that "while it appears
that Touche was deliberately misled in
many respects by USF's management. . .
Touche's failure in a number of respects to
conduct these engagements in accordance
with generally accepted auditing
standards makes Touche responsible for
certifying financial statements which
proved to be materially false and mislead
ing."9 Touche Ross & Co. agreed to a
quality control review ordered by the SEC
"... solely for the purpose of settlement
without admitting or denying the SEC's
findings."10 Once Touche Ross & Co.
learned they had been furnished false
information, they withdrew their opinion.

Sentiments Concerning Peer Reviews
To determine the current feelings of
selected practitioners concerning peer re
views, interviews were held with partners
in the Birmingham office of four "Big
Eight" accounting firms. Partners' re
sponses to the following questions do not
necessarily reflect their firms' policies or
sentiments.
1. What is your firm's procedure for review
ing audit engagements?
Audit work at every level, from staff
through partner, is reviewed by other
persons within the firm. Within each of
fice, partners review audit engagements
for which they were not responsible. In
most firms at approximately two year
intervals, one or more partners from
another office within the firm reviews the
entire Birmingham office.
2. Has your firm taken any steps toward
outside peer reviews?
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Two of the firms interviewed have taken
no action, one firm has been recently
ordered by the SEC to conduct a peer
review, and another firm has developed a
special review team for quality control.
3. Do you feel that outside peer reviews
should be mandatory?
All partners agreed that peer reviews
should not be mandatory. They felt that
unless unusual circumstances prevail,
peer reviews should be conducted only on
a voluntary basis.
4. Do you believe the SEC will require peer
reviews for all accounting firms auditing com
panies listed on stock exchanges?
Two partners saw a trend toward such a
requirement because of recent SEC actions
(censures and "voluntary" reviews men
tioned above). The other partners did not
perceive such a trend. They felt peer
reviews would probably remain voluntary
unless serious quality control deficiencies
occurred.
5. How do you think the accounting profes
sion benefits from peer reviews?
One partner stated that the benefits
depend on how the peer review program
is carried out. He felt that his firm's own
quality control review would benefit the
profession, but he doubted that reviews
by partners of outside firms could be very
beneficial. Another partner said there
were too many unanswered questions
about the current peer review program for
it to benefit the profession. The third
partner suggested that the program had
possibilities. He felt that peer reviews
would increase public confidence in a firm
that had recently experienced law suits,
but he also felt that there was a problem
with keeping client information confiden
tial. The last partner felt that it would
increase the quality of the work of the
profession.
6. What is your opinion concerning peer
reviews?
Most partners agreed that there were a
lot of problems to be solved to perfect peer
reviews; none liked the idea of another
firm's partner auditing their firm. How
ever, some agreed that peer reviews
would be useful if deficiencies in quality
control were corrected.
Conclusions similar to the above were
obtained by Hermanson, Loeb, and Taylor
in a sample of 425 partners of CPA firms.11

Additional Advantages and Disadvan
tages of Peer Reviews
Advantages to be gained from a properly
administered peer review include: (1) Use
ful suggestions and recommendations
might result from bringing in a competent
person from outside the firm. (2) The firm
would be forced to reduce its quality

control procedures to written form in
order to participate in a review. This, in
itself, would be a step in the right direc
tion. (3) Public confidence could be gained
because the public would feel that a firm
conducting peer reviews is concerned
about the public and wants to uphold high
standards to better benefit users of finan
cial statements.
Disadvantages of peer reviews include:
(1) The cost could be prohibitive to some
accounting firms. To other firms that al
ready maintain a high level of quality
control, the cost would be an extra ex
pense that would have to be passed on to
clients. (2) There are still many questions
to be answered about the legal liability of
the reviewer. (3) Confidential client in
formation might be disclosed accidentally.

Summary and Conclusions
Evidence is needed as to whether the
advantages of peer reviews outweigh the
disadvantages. Unanswered questions
exist concerning the AICPA Program, but
it is hoped that the Review Team will be
able to suggest some improvements as the
program progresses. In order for peer
reviews to benefit the accounting profes
sion, they must fulfill their purpose of
increasing public confidence in account
ing standards and enhancing the technical
proficiency of the profession.
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